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Talking Points on Washington Post Article on Soviet Defense Potential

The Soviets do not want to expand defense spending -- Gorbachev has made
it clear that industrial modernization is his top economic priority -- but
they could if they believe the international situation warrants it.

-- In fact, the Soviets are well positioned to carry out
extensive force modernization over the next five years. The
investments 1m detfensé industrial plant and equipment for
the principal procurement programs scheduled for the 1980s
have already been made.

-- Procurement outlays have been steady at a high level for a
decade. Consequenttys—a—greatdeal of defense production
can take place with relatively little increase in
procurement outlays, permitting substantial military
modernization.

-- In fact, in one area we feel relatively sure that
procurement-wit—go—up——Tire—Soviets have begun or are
poised to begin production of a number of major strategic
systems that should drive up expenditures over the next five
years.
e ———
We agree the Soviet Union has serious economic problems, and the
prospects for improving the economic outlook have been dimmed by falling oil
prices, the ChernobylT incident, and the possibility of a mediocre harvest.

-- On the other hand, industrial performance has been improving
during the last year or so. Industrial production during
1986 will probably be in the neighborhood of 4 percent
rarger than 1985.

——

-- The energy picture looks a little better, with 0il output
stabiTTzedamdcontinued growth in gas and coal production.

Large increases in defense spending would be painful for the Soviets --
especially programs which diverted high quality resources from the
modernization program. Nevertheless, we do not believe the current economic
situation provides the United States with the kind of leverage over the

Soviets that Harry Rowen aRd-h+s—eoHEagues—Suggested:

-- The economy is likely to do well enough to support the
military modernization underway while providing for the
initial stages of Gorbachev's industrial modernization
campaign.

-- A policy crunch would materialize if the 1986-90 Plan falls
seriously short of its productivity goals, and the Politburo
has to decide whether to allocate substantially more
resources to investment at the expense of defense or scale
back modernization goals.
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Soviet Ability
To Accelerate

‘Arms Debated

Reagan SALT Stance
Shaped by Economics

By Walter Pincus
Washington Post Staff Writer

President Reagan has adopted
the view, still not accepted by the
Central Intelligence Agency and
many Soviet experts, that the So-
viet economy is so overburdened
that Moscow’s current level of de-
fense spending could not expand in
response to U.S. abandonment of
the SALT II treaty limits, according
to sources inside and outside the
government.

Reagan’s attitude was shaped
largely by a meeting in April with
. Henry S. Rowen, a Soviet expert on
¢ the faculty of the Stanford Univer-
. sity Business School and a senior
research fellow at the Hoover In-
stitute of War and Peace. Rowen
headed a recent CIA review of the
Soviet economy, which described
Moscow as facing a “terrible eco-
nomic situation,”

Rowen concluded, according to
colleagues on the panel, that Soviet
economic problems made it doubtful
that Moscow could finance the kind
of major weapons buildup that had
been predicted by a 1985 CIA stu-
dy. In a telephone interview from
France where he is vacationing,
Rowen said that he was “not saying
they could not respond with some
increases.” :

“The president believes the So-
viets are in bad shape economical-
ly,” one source who met recently
with Reagan said.

Kenneth L. Adelman, director of
the Arms Control and Disarmament

See DEBATE, A18, Col. 1

u Soviet officials hint at bet-
ter ties with U.S Page A13

Soviet Ability
To Accelerate
Arms Debated

DEBATE, From Al

Agency, who pushed for Reagan's
May 27 announced intention to ex-
ceed the limits of the unratified
SALT II treaty, captured the pres-
ident’s view last week when he
wrote in The New York Times that
“the Soviets already have their ac-
celerator near or on the floor” and
thus could not significantly increase
their strategic weapons production.

Not everyone agrees.

Reagan and his aides are “pro-
foundly misguided,” according to
Dmitri Simes, a Soviet expert with
the Carnegie Endowment for Inter-
national Peace. Soviet leadcr
Mikhail Gorbachev “definitely has
serious problems at home and
abroad and in the long run the [Rea-
gan) view might prove correct.”

But the new Soviet leadership
has “a new element of self-confi-
dence bordering on arrogance . . .
If we believe they are on the ropes
and they, in contrast, feel they can
keep Mother Russia not second to
anyone, that can lead to a bad time.”
Simes added.

David Holloway, a specialist o
Soviet defense policy at Stanford
University, said that although the
Soviet economic problems are sc-
rious, “they are not so bad that they
can't stay in the arms race . ...

- The key thing is not economic but

political, the willingness of Gorba-
chev 0 ane that kind of decisu
and mobilize support.”

At a recent news conference, So- ‘
viet Embassy arms control special- |
ist Vitaly Churkin bristled when
asked about the Reagan administra-
tion view that Moscow could not un- |
dertake an arms buildup. “I would
like to point out that as you know.
historically, if anything, we are vory |
good at rising up to challenyes. If
we are challenged, we will certainly |
he able to respond in kind.” i

While there is debate amouny
Kremlinologists over the capatil- |
ities of the Soviet military-industrial |
complex, there is surprising una- °
nimity that Gorbachev has been
trying to cap Moscow’s defense

spending.

Under Gorbachev’s leadership,
according to Steven Meyer, a So-
viet expert at the Massachusetts
Iustitute of Technology, the recent
Soviet Party Congress platform ap-
proved a change in the description '
of how defense spending levels will
be determined in a way that permits °
the party’s political leaders to lower
them.

The new standard, Meyer said, is
to fund the military so it can pre-
vent “strategic superiority of ‘i
forces of the imperialists,” wher: -
“ae previous standard was a pledy:
to provide the Soviet milita:; -
whatever it believed needed “to re- |
liably defend the homeland.” !

Under the old formulation, the
Soviet chief of staff would have the
final word on what was needed.
Now, Meyer said, the party lead-
ership will be able to insert its
views on what the United States is
doing as part of the mix.

U.S. intelligence sources said
that the policy shift initially came to
light after reports arose of a clash
between Soviet political and mili-
tary figures in high-level confer-
ences.

Meyer and Holloway said they
believe the change gives Gorbachav
a new tool to control military fund-
ing. “The shift reflects not just eco-
nomic but also doctrinal constrain’«
on the military,” Holloway said.

Rowen acknowledged that “Gor-
bachev is trying to hold down if 1.t
cut defense spending,” but said th.
move relates to overall Soviet eco-
nomic problems.
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CONFIDENTIAL

22 April 1986

MEMORANDUM FOR: Director of Central Intelligence
VIA: Deputy Director of Central Intelligence

FROM: Douglas J. MacEachin
Director of Soviet Analysis

SUBJECT: 14 April Presidential Briefing on the Soviet Economy:
Follow-up Discussion

1. A SOVA analyst attended a meeting at State Department at which Lou
Pugliaresi, NSC Director of International Economic Affairs, reported on the
Presidential briefing on the Soviet economy by four “outside experts." The
consensus was that:

° The Soviet economy is in dire straits and may get worse but it is not
on the verge of collapse.

° The Russian bear as a result of its economic problems will not become
more dangerous but more pliable.

° Western economic sanctions will not be effective.

° The West should not provide relief in the form of concessionary credit
terms, trade agreements, etc.

2. A staffer of Allen Wallis reports that the Under Secretary does not
believe that the President intends to put the topic of East-West economic
relations and possible alliance leverage on the agenda at the Tokyo summit.
The President apparently has a menu of what he considers to be higher priority
topics (e.g., breaking down Japanese and EC barriers against our agricultural
products).

3. You might be interested in the attached article in Monday's “Wall
Street Journal® on the Soviet economic dilemma by Harry Rowen and Vlad Treml,
two of the four in the Presidential briefing team. Its conclusions are
generally in sync with our own:
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SUBJECT: 14 April Presidential Briefing on the Soviet Economy:
Follow-up Discussion

® "Economic performance will probably be no better than in the recent

past and could easily be worse."

Our prognosis for Soviet economic growth during 1986-90 is 1-1/2 to

Z-1/2 percent per year compared with an estimated average annual

growthTate of siightly more than 2 percent during 1981-85.
~Lhan ¢ pe

"An obvious problem is a much worsened trade prospect.”

o]

We estimate that Moscow's import capacity will decline by about 40
percent during the rest of The decades

-

The new five-year plan for 1986-90 "is not a credible plan."”

We too believe that the modernization drive is ambitious and rests on
some potentially dubious assumptions about the capabilities of Soviet
industry.

3. The major point of departure with our analysis is the extent to which
the authors believe that Soviet economic problems can be translated into
leverage for the West. The "weakening Soviet competitive position,  they
contend, may have some mitigating effect on resolving such questions as the
Kuriles, Jewish emigration and nuclear armms control. We tend to be much less
optimistic about the possible linkage between Soviet economic stringencies and
Soviet concessions on such contentious political-strategic issues.

A Vi

Douglas J. M?tEa¢hin

Attachment:
As stated.

2
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Gorbachev and the Ailing Russian Bear 2/

By HENRY S. Rowen®
And ViabiMir G. TreML

The leadership of the Soviet Union is
confronted with the most fundamental and
difficult of choices, one made more urgent
by the precipitous decline In ol prices:

* It faces the prospect of continued,
perhaps worsened, economic stagnation.
Overcoming this condition requires a ma-
Jor Increase in the productivity of labor
and capital; this Increase s sought
through new managers, more discipline, a
crackdown on alcoholism, and renovation
of the nation’s stock of machinery. But
what Is really needed Is to reduce the re-
gime's central control over the economy.

* Reduced control would alter the dis-
Iribution of income, transform repressed
Inflation Into open Inflation and probably
cause labor strife. In time, It would dimin-
ish party control over the country,

* Without such a shift the country Is
fated to remaln economically backward—
behind by about a generation (25 to 30
years)—relative to the West, Although
such a lag certalnly doesn't exist for the
Soviet military sector today, over time |ts
ability to compete militarily will be in
jeopardy.

1t is Increasingly apparent thal the pe-
rod of rapld economic growth from 1850 to
1975, which averaged 5% a year, was a
one-time shift from a very backward,
largely agricultural soclety 10 a semi-mod-
e, iargely industrialized one. This growth
was achieved through extensive exploita-
tlon of natural resources, more labor In-
puts, and technology obtained from the
West. Since 1975, estimated gross national
product growth has averaged a little more
than 2% a year (1% per capita). Although
growth in the West also slowed over this
period, the West was badly hurt by oll-
price rises while the Soviet Union, a major
ol and gas exporter, profited from them.
No Call for Sacrifices

There also is abundant evidence of
grave social lils, Infant mortallty has been
Increasing, alcoholism has reached alarm-
ing levels, and life expectancy has been
declining for 20 years. By 1980, the average
Iife expectancy of men had receded to the
mid-1950s level of about 60 years.

The new Five Year Plan (1986-90)
promises to get the country moving agaln.
It sets an ambitious target of 5%-a-year
growth 10 2000. It calls for a more modest
3%% GNP increase for the next [Ive years,
industrial output ETowing at 4%% a year
and machinery output at around 7. The
supply of consumer goods Is to grow also;
there was no call for sacrilices al the re-
cent 27th Party Congress.

This is to be done with liltle more labor

year in lotal investment. A huge Invest-
ment Increase is planned for machine
building 180%) and a large one for energy
(about 30% for oll, coal and electric
power). The large share going to agricul-
ture Is to be held nearly constant. So all
other categories will have to fail: transpor-
tation, construction, housing, services. The
key, then, must be increased productivity.
Factors of production (of labor and capl-

- tal), which declined about 1% a year after

1975, are now to increase by almost 1% a
year.

This is not a credible plan. An obvious
problem is a much worsened trade pros-
pect. Since the early 19706 the Soviet econ-
omy has become much more dependent
upon trade; there have been massive im-
ports of food, consumer goods and ma-

derwriting loans and overpaying for gas.

Moscow Is already squeezing the East
Europeans to gel more and betler ma-
chinery out of them. The days of Soviet
subsidized oll are over; indeed, Moscow is
now trying to get more from them In ex-
change for less. The limit to this squeezing
process will be the fear of further popular
eruptions In Eastern Europe.

In short, economic performance will
probably be no better than in the recent
past and could easlly be worse. (The ant)-
drinking campalgn, potentially beneficial
in the long run, probably won't help soon.
It leaves people with more money but few
additional goods; the likely result Is more
Inflation.) One consequence—of symbolic
importance—|s that Japan by 1930 may
have displaced the Soviet Union as the

Mr. Gorbachev talks about

major changes that

“ought” and “should” be made. But there is a poverty of
new, basic ideas, and nothing major happens.

chinery. (By the early 1980s more than
one-third of newly Installed machinery was
imported.) Now, that growth source Is
gone. After years of increases, oil produc-
tion has declined for two years and In 1385
the volume of oll exports lo the West de-
clined 30%. To compound the problem, the
dollar price of oll has fallen about one-half,
(This drop lowers the value of natural gas
s0ld to Western Europe about $1.5 billion a
year; i the Buropeans don't negotiate a
payment cut, they will be giving the So-
viets a huge gilt.) To top i off, weapons
sales to ofl-rich countries, a markel re-
cently valued at $5 billion lo §6 billion a
year, are shrinking fast.

Altogether, Soviet hard-currency earn-
ings In 1986 will be half what they were in
1984. Moscow's response last year was lo
borrow an additional $5 billion, and it will
seek more this year. By the end of 1986, Its
net debt probably will be about $20 billion
as agalnst annual hard-currency earnings
of under $20 billion. Further borrowing
from private sources will come harder—in
the absence of Western government guar-
antees. Moscow will try to sell more oil to
the West, perhaps diverting more from the
East Buropeans for that purpose, and
more gold and dlamonds, but if ol prices
stay down, il won't come close to recoup-
ing Its losses.

The resuit will be a sharp fall in some
combination of Soviet food and equipment
Imports [rom the West: the choice of which
to cut will be a hard one. Al the very least,
extra machihery will not be available from
the Wesl— unless Western eavarnmante Aa.

world’s second-largest economy.
Mr. Gorbachev lalks about major
changes that “‘ought and ‘‘should” be
made. Bul there Is a poverty of new, basic
Ideas, and nothing major happens. Of
course, the bureaucracy mightily resists
change and Mr. Gorbachev will want to
limit changes to those essential to eking
oul enough economic galns to enable him,
above all, lo keep control over the country
and also to sustain its military strength
and Its foreign empire. With good weather,
enough Western resources, and skillful
management, he can defer the riskier
! strategy of giving people more economic
[reedoms in order lo stimulate growth,
11 the regime doesn’t change course, it
will gradually lag in military compelition,
given Lhe constralnt on resources and the
evolution of modern technologies. These
technologies center on the processing and
transmission of information, technologies
that a centrally pianned system not only
lags In creating but that also threaten Its
Internal control. Moreover, the regime Is
not in good shape to take on costly new
ventures abroad. Still, a note of caution:
Operations In Afghanistan, Angola and
Nicaragua are being pursued more vigor-
ously under the new management; it won't
pass up low-risk opportunities (for instance
In Pakistan or Iran}, and it still possesses
a powerful military establishment.
Although there Is much uncertainty
about If and when Mr. Gorbachev will try
to move toward a marketlike system and
what will happen {Including what will hap-

of collapse; (b} the Soviet Union is not g0~
ing 1o strike agalnst the West~retreat is
more in character for a Leninist system in
difficulty, and (c) Mr. Gorbachev badly
needs rellel from the military competition
of the West and Just as badly needs the
West's resources.

Issues to Be Aware of

What should the West do? Here are
some guiding principles. First, the democ-
racles have an interest In a politically di-
versified Soviet system. A judgment must
be made on whether helping the ailing
bear or having unsubsidized economic re-
lations is the better way to promote this
goal. Many Europeans and some Ameri-
cans hold that Western subsidles keep the
Soviets from becoming desperate and
more dangerous, and .promote useful
change. That theory, In the form of de-
tente, worked poorly in the 1970s and pros-
pects for It now aren't good. The key rea-
son is that the Moscow establishment
doesn’t want to change; the more help 1t
gets, the less likely it is to change.

Second, all caplitalist leaders should be
consclous of the weakening Soviet competl-
tive position. For the Japanese it bears on
thelr recovery of four small Soviel-occu-
pled Islands north of Japan's mainland; for
the Europeans it otfers Increased scope for
reducing the Soviet military threat to them
(without malching Western concessions) ;
for the U.S., which has an Interest in all of
these issues, it bears on nuclear-arms-con-
trol negotlations, extensions of the Soviet
emplre (n the Third World, Jewish emigra-
tion and other matters at issue.

Third, the more communication and
personal contact there is between the peo-
ples of the Soviet Union and the West—and
the freer the communications among the
Soviet peoples—the more constrained wil]
be the arbitrary power of the rulers. In ad-
dition to what we unilaterally do (today
with radios, tomorrow pethaps with direct
TV broadcasting), promoting this purpose
should be prominent in our continuing
transactions with the regime.

The pressure is mounting in Moscow to
travel partway down the capitalist road.
Although significant movement seems un-
likely soon, there may be some by the end
ol the decade. At a later stage in the evolu-
tion of the internal crisis, a wider range of
positive  Western actlons to promote
change might be warranted. But thal Is a
later and uncertain prospect.

Mr. Rowen is a professor at the Stan-
Jord University Business School and a se-
nior research fellow at the Hanver Inctin,
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